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PROBLEMS AND DEVELOPMENTS IN THE

TAX-EXEMPTION OF HEALTH CARE PROVIDERS
The charitable status of tax-exempt providers is being
challenged and is increasingly subject to financial
pressures, exacerbated by the recent financial crisis.
Although the crisis affected all areas of the economy,
the traditional difficulty of non-profit entities,
including charitable health care institutions, at raising
capital, presents unique problems.' Since the decision
in Utah County v. Intermountain Health Care, Inc.,
state governments have increasingly limited the
extent of or the requirements to obtain tax-exempt
status by charitable institutions. 2 Recently, the federal
requirements for a charitable tax-exemption under the
"community benefits" standard explicated by Revenue
Ruling 69-545 was modified in the Patient Protection
and Affordable Care Act to provide more stringent
accounting of community benefits. 3 A balanced
approach to assessing community benefit is necessary
to ensure the public receives the actual value of taxexemption, but must allow for current and structural
difficulties facing non-profit charitable institutions,
as well as flexibility to account for the inherent
differences between health care providers.
This article evaluates prospective requirements for
non-profit health care providers to qualify for taxexemption, in consideration of the risks and difficulties
facing these providers. To do so, the article will first
address the overall federal basis for tax-exemption
under I.R.C. Section 501(c)(3) and the prevailing
community benefits standard. The reasons and theories
justifying a tax-exemption will be considered to
understand the basis for exemption. 4 Then, recent state
and federal initiatives to require minimum charity to
qualify for tax-exempt status are considered in order to
evaluate their effect on non-profit charitable health care
providers. Finally, disparities in charitable activity and
financial difficulties among non-profit hospitals will
be considered as they underlie the need for effective
requirements concerning community benefits.
Historically, tax-exemption derived from early
English law allowing exemption to encourage
"socially desirable behavior." The English Statute
of Charitable Uses first comprehensively defined

charity by including the "relief of aged, impotent
and poor" and the "maintenance of sick and maimed
soldiers" as proper use of charitable trusts.6 After the
Revolutionary War, the former colonies encouraged
charitable entities to act in corporate form, allowing
a tax-exemption at the state and eventually the federal
level after implementation of the federal income tax. 7
From the colonial period through the late-19th century,
charitable hospitals mainly served the impoverished
indigent and were primarily financed through
voluntary charitable donations with little government
funding or patient fees. 8 Physicians and aides at
these early hospitals worked without remuneration. 9
Tax-exemption was justified because these hospitals
relieved the government of its burden of caring for
the indigent.10 Accordingly, these hospitals not only
served medical issues among the poor, but also were
social institutions for the indigent." The wealthier
parts of society depended upon private physicians and
12
largely avoided hospital care.
Starting in the early-20th century, hospitals began
to operate along commercial principles financed by
patient fees.13 Advances in medical science increased
the costs of providing care, making the modern
hospital system more lucrative and more practical
for the provision of modern medical treatment. 14
By the late-20th century, non-profit hospitals were
increasingly commercial in nature, often with large
revenues, actively competing with other non- and
for-profit hospitals.'5 The rise in for-profit hospitals
and the similar commercial nature of both for-profit
and non-profit hospitals created vulnerabilities in
justifying an exemption that gave non-profits a
competitive advantage over for-profit hospitals.16
Accordingly, most modem hospitals no longer depend
upon charitable contributions or the primary use of
volunteers for the provision of services. 17 In short, as
non-profit hospitals took on more aspects of for-profit
enterprises, they faced increasing difficulties justifying
tax-exemption.
The modern composition of hospitals indicates the
decreasing distinction between non-profit and forprofit hospitals. Today, non-profit hospitals make up
slightly more than half of all registered hospitals, with
for-profits making up roughly seventeen percent of
total hospitals, and the rest split among government
and non-government institutions. 18 Reports indicate
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relatively little difference in the provision of charity
care between non-profit and for-profit hospitals,
demonstrated by a 0.5 percent operating expense
difference between uncompensated care provided by
non-profit and for-profit hospitals.19 Several studies
conclude that non-profit hospitals acquired by forprofit hospitals do not reduce their provision of
community benefits, despite becoming non-charitable
institutions. 20 To define charitable purposes, federal
law and many states refer to the "community benefits"
standard.
Federal tax-exemption of non-profit health care
providers derives from I.R.C. Section 501(c)(3),
which exempts organizations operated exclusively
for charitable purposes if no earnings inure to the
benefit of a private individual. 21 Revenue Ruling 69545 explicates the community benefits standard to
determine whether a non-profit health care provider
qualifies for exemption as a charitable organization. 22
The standard's general factors are whether a taxexempt provider (1) is governed by a board of trustees
or directors drawn from the community; (2) has an
open medical staff policy; (3) operates a full time
emergency room open to all regardless of pay; and (4)
admits as patients those able to pay whether by private
payment, third parties, or government programs. 23
Revenue Ruling 83-157 allows hospitals without an
emergency room to show the needs for that service are
otherwise met in their community.24 The community
benefits standard does not require a minimum level
of charity care or that charity care be provided to all
members of the community, so long as the class of
beneficiaries is not so small as to provide no benefit
to the community.25 At issue are state and federal
initiatives further defining a minimum requirement
of charity and the continuing societal value of taxexemption.
A tax-exempt corporation must operate exclusively for
"charitable purposes" under Section 501(c)(3), which
is met through the organizational and operational
tests. 26 The organizational test requires the exempt
organization, in its articles of organization, to: (1)
limit the purpose of the organization to one or more
exempt purposes; and (2) not expressly empower the
organization, except as insubstantial part of activities,
in activities not in furtherance of exempt purposes. 27
The operational test requires the exempt organization
to engage primarily in activities accomplishing an
exempt purpose of Section 501(c)(3), and will not be
exempt if more than an insubstantial part of activities
is not in furtherance of the exempt purpose. 28 Exempt
purposes include charity, which is understood in
the "generally accepted legal sense," including the

provision of public health. 29 An organization may
satisfy Section 501(c)(3) even though it operates a trade
or business as a substantial part of its activities, so long
as the business is in furtherance of an exempt purpose
and the organization is not organized primarily to carry
on the business. 30 Section 511 allows the imposition of
a tax on unrelated business income of Section 501(c)
(3) exempt organizations. 3 1
The original rationale justifying tax-exemption for
providers is that the exemption subsidizes the provision
of public goods represented by charitable care. 32 The
subsidy rationale posits that tax-exempt hospitals
relieve the government of a burden it would otherwise
have to bear, shifting the costs by forgoing revenue
it would garner from exempt entities to compensate
the entity for the costs of providing a public good,
providing charitable care to those unable to pay. 33 The
Supreme Court recognized this principle in Bob Jones
University by stating that, "charitable exemptions are
justified on the basis that the exempt entity confers
a public benefit." 34 But this rationale only explains a
subsidy so far as it relieves the public of the costs of
indigent care. 35
Another theory justifying tax-exemption is income
measurement, which argues that the income for
non-profit and charitable organizations is difficult to
define and tax under current tax law.36 The significant
number of for-profit hospitals and the commercial
nature of many non-profit hospitals argue against the
income measurement theory as applied to modern
hospitals. 37 The Capital Formation Theory states that
tax-exemption compensates non-profit entities for lack
of access to traditional investment through equity. 38
Other theories postulate that the exemption is based
on altruism or philanthropy. 39 The Risk Compensation
Theory justifies a continuing tax-exemption for
charitable organizations based on the inherent risk
of providing public goods without any expectation
of financial return. 40 Risk Compensation posits that
tax-exemption allows the non-profit sector to provide
goods that neither the private for-profit or government
sector is able to provide in sufficient quantity. Basic to
any of these theories is the assumption that the benefits
to society of charitable activity are worth the financial
costs of exempting part of the tax base. 4'
A continuing tax-exemption for non-profit hospitals
should comport with actual social benefits to balance
the costs implicit in exempting a significant sector of
the economy from taxation. Tax-exemption results
in at least three identifiable costs on society: (1) the
risk of undeserving organizations benefiting from an
exemption; (2) subsidizing some organizations but
not others; and (3) the diminishment of the tax base,
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with a corresponding increase in the burden on others. 42 Because nonprofit hospitals share many characteristics with their for-profit competitors,
the conferral of a tax-exemption should balance a measurable benefit to
society. 43 Many states have limited the risk of undeserving organizations
from obtaining an exemption by imposing stricter requirements regarding
charitable status, including stripping health care providers from longstanding exemptions. 44

L Recent Treatment of Tax-Exempt Providers by State
Governments
The majority of states follow the federal treatment of public health as a
charitable purpose deserving of tax-exemption.45 The actual state taxexemption qualifications vary widely. Roughly fifteen states have a
community benefits requirement similar to the federal standard, while
many others make reference to community benefits in hospital reporting or
licensure, but do not explicitly
46
require it for exemption.
Five states, including Texas,
require specific minimum
amounts
of
community
benefits. 47
Community
benefits
states
typically
require that that the hospital
identify community needs and
then develop and implement
a plan to meet those needs,
with reporting and disclosure
of
community
benefits

>
*

provided. 48 The recently
enacted Patient Protection and
Affordable Care Act of 2010
(PPACA) includes similar
requirements. 49 States often
exempt charitable organizations from local property or sales taxes as well
as income taxes. Since 1985, states have increasingly challenged local taxexemption, often through local tax-collecting authorities claiming lack of
sufficient charity.50
State governments primarily limit non-profit hospital tax-exemption through
the exclusivity requirement or by requiring a minimum level of care to
quality for tax-exempt treatment.?1 Recently some states have considered,
but not implemented, certain taxation or even complete revocation of the
tax-exemption for non-profit hospitals. 52 The Supreme Court of Illinois
recently upheld the denial of a charitable tax-exemption on the grounds the
53
hospital devoted only 0.7 percent of its revenue to charitable care. Texas
has instituted specific requirements for minimum charity care in order to
obtain tax-exemption. 54
Although a number of states have since reviewed the qualifications for
charitable tax-exemption, the decision in Utah County v. Intermountain
Health Care, Inc. is the first major decision by a state high court revoking
the long-held tax-exempt status of a health care provider.55 In 1985, the
Supreme Court of Utah ruled on the validity of a statute based upon the
state constitutional provision allowing property tax-exemption of land used
for charitable purposes. 56 The Court held that the health care provider did
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not demonstrate the property was used exclusively for charitable purposes
and prospectively stripped the provider from future property tax-exemption,
reaffirming that a statute cannot expand, limit, or defeat the exemption
provided by the Utah Constitution. 57 Utah County contended that the
statute unconstitutionally expanded the charitable exemption granted in the
Utah Constitution, but did not dispute that the hospital complied with the
statute. 58
In order to interpret the Utah constitutional exemption provision, the
Court defined the meaning of "charitable" purposes as the contribution or
dedication of something valuable to the common good. 59 Distinguishing
from historical bases of charitable tax-exemption, the Court concluded that
the modern medical-industrial complex transformed a traditional charitable
basis to a business model.60 A particular example of the change is that
Intermountain owned at least one for-profit subsidiary and competed with
for-profits.61 Although some ofIntermountain's stated purposes satisfied the
requirement of charitable use,
the Court identified similar
rates of charge for services and
free services constituting less
Sthan one percent of revenue
as demonstrating a lack of
S
charitable purpose. 62 Drawing
onthe operating similarity
between Intermountain and
its for-profit competitors, the
Court rejected the dissent's
claim that revoking taxexemption would increase
costs to consumers
or
lower quality of care. 63
Distinguishing
state taxexemption requirements from
federal, the Court concluded
that Intermountain confused state constitutional requirements of charity as
a gift to the community. with the separate concept of community benefit or
usefulness to the community. 64
In response to a challenge by the Texas Attorney General against the taxexempt status of a large non-profit hospital, the Texas legislature passed
a statute requiring non-profit hospitals to provide a specific percent of
revenue to charitable care or community benefits to qualify for taxexemption. 65 The statute requires tax-exempt charitable hospitals to
develop a community benefits plan to serve the community's health care
needs determined through a community needs assessment. 66 The level of
benefit must meet one of the following standards: (1) a level reasonable
in relation to community needs as determined through the assessment; (2)
charity care provided at least equal to 100 percent of the hospital's state taxexemption; or (3) charity care and community benefits in an amount equal
to at least five percent of the hospital's net patient revenue. 67
Reports are unclear regarding the effect of the Texas statute on charity care,
but do not support a substantive increase in charitable care. 68 Furthermore,
hospital organizations disapprove of similar statutes that enforce a "hard"
minimum of charity without regards to the wide disparities in hospital
and community types. 69 A recent Internal Revenue Service (IRS) Exempt

Organizations study noted significant variations in the level of charity
care and community benefits provided among different types and hospital
sizes. 70 Although the precise effects of the Texas statute on charitable care
is unclear, provisions requiring hospitals to report charity and community
benefits should provide a clearer picture of the value of the tax-exemption
through community benefits provided. 7 1
In 2002 the Director of the Illinois Department of Revenue denied Provena
Covenant Medical Center (PCMC) tax-exempt status solely on the grounds
that PCMC devoted only 0.7 percent of revenue to charity care. 72 After
Provena appealed revocation in circuit court, the court held Provena was
entitled to both a charitable and a religious exemption. 73 On appeal the
Supreme Court of Illinois upheld the revocation of Provena's tax-exempt
status and assessed a $1.1 million property tax. 74 Because Illinois state law
allows a property tax-exemption for property used exclusively for charitable
purposes, the main issue was exclusive charitable use relative to the amount
of charity care and the commercial nature of the business. 75
The taxpayer was Provena Hospitals, a corporation createdby a consolidation
of Roman Catholic health care operations running six hospitals, including
PCMC. 76 Although the taxpayer qualified under other tax-exemptions, the
case concerned the revocation of the property tax-exemption for PCMC. 77
The Supreme Court of Illinois noted that charitable donations to PCMC
were virtually non-existent, only $6,938 in 2002, that PCMC was profitable,
and that it spent substantial amounts of money on advertisement, but did
78
not advertise any discounted or free care despite a stated policy to do so.
Only 0.27 percent of PCMC's total patients in 2002 received any charity
care. 79 The Supreme Court of Illinois first emphasized that exemption
was by far the exception to taxation, as shown through a strictly construed
statutory exception where any doubt must be resolved in favor of taxation. 80
The Supreme Court of Illinois identified the characteristics of charitable
institutions as: (1) has no capital, capital stock or shareholders; (2) earns no
profits or dividends, but derives funds mainly from charity holding them in
trust; (3) dispenses charity to all who need it and apply; (4) does not provide
private gain or profit; and (5) does not place obstacles to those who would
avail themselves of charity. 81 Although health care providers are charitable
institutions, the provision of health care alone is not sufficient to justify a
property tax-exemption as a charitable use. 82 The first and fourth factors
clearly weighed in favor of exemption for PCMC, but the Court found the
83
remaining factors weighed against exemption as a charitable institution.
The second factor of charitable donation was completely negligible and the
Court found the level of charity care was insufficient to qualify under the
third and fifth factors. 84 Although the Court mainly relied upon exclusive
charitable use of the property and lack of charity care as grounds for
revoking PCMC 's tax-exemption, the inclusion of charitable donations as a
factor is problematic for modern hospitals that depend almost entirely upon
85
patient fees.
The subsidization rationale for tax-exemption, where certain activities are
exempted on the basis they relieve the government of burdens it would
otherwise bear, is explicitly recognized as a sine qua non of charitable
status for Illinois state property tax-exemption. 86 A specific dollar-fordollar amount comparing lost taxes and charity provided by the hospital is
not necessary, but it must show that it relieves some government financial
burden. 87 Distinguishing from People ex rel. Cannon v. Southern Illinois

Hospital Corp., where the hospital in question demonstrated it provided
discounted care to the county government that paid for indigent care, the
Court found that Provena's offset of government costs through charity care
was de minimus. 88
The minimal amount of charity care is significant to the issue of whether the
property was used solely for charitable purposes. Because Provena did not
advertise its financial assistance policy and typically forwarded all unpaid
bills to collection agencies, there was practically no difference between
Provena's behavior and the behavior of a for-profit institution. 89 Provena
argued that PCMC served an area that did not require additional charitable
services, but the Court rejected the claim on grounds that 13.4 percent of
the county's population was below the federal poverty level. 90 Provena's
discounted care was rejected because PCMC still ran a surplus and expected
to make up revenue by charging higher amounts to other users. 91 Such
"cross-subsidizing" is an established practice among business enterprises
and makes Provena even more similar to its for-profit competitors. 92 The
Court rejected counting Medicare and Medicaid underpayments as charity,
noting that the programs were voluntary and consistent with the hospital's
financial interests. 93
The Provena Covenant case illustrates the difference between federal and
state exemptions, which can vary widely. In Illinois, the property taxexemption at issue required the use of the property to be charitable and
alleviate a government burden, so the state does not take into account
activities the local government is not responsible for. 94 For example, the
Court rejected the use of medical training as a charitable expense by Provena
because the training was not within the local government's jurisdiction, nor
was it a cost the local government would bear.95

IL Recent Treatment of Tax-Exempt Providers bythe
Federal Government
Federal initiatives have focused on collecting information on the value of
tax-exemption to non-profit hospitals. The PPACA borrows from some
state requirements by mandating a community needs assessment. The IRS
began the Hospital Compliance Project in May 2006 to gather information
regarding community benefit by non-profit hospitals and issued the final
report in February 2009.96
The second major federal effort to evaluate community benefit by taxexempt non-profit hospitals started in 2008 when hospitals were required
to report community benefit and other information on Form 990, Schedule
H. 97 Schedule H is intended to promote uniform reporting through clear
standards and filing, but does not completely address issues related to
some questionable community benefits, such as bad debt and Medicare
shortfalls. 98 The required reporting includes six parts: (1) charity care and
other community benefits at cost; (2) community building activities; (3) bad
debt, Medicare, and collection practices; (4) management companies and
joint ventures; (5) facility information; and (6) supplemental information
(e.g. community needs assessments). 99 Schedule H also allows for hospitals
to account for non-quantifiable community benefit by explaining the
activity, even if it does not fit into the other quantifiable activities. 100
Hospital organizations must file a single Schedule H that aggregates
the relevant information for the tax year.' 0 ' Hospital organizations must
separately list and account for each individual health care facility.' 02 The
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American Hospital Association (AHA) is seeking
modification on Schedule H reporting because of
studies indicating many hospital organizations will
file "multiple and seemingly unconnected Schedule
H's." 103 Prospective duplicative filing may interfere
with the uniformity Schedule H is intended to
promote.
PPACA stipulates specific requirements non-profit
hospitals must satisfy to qualify for tax-exempt
status. 104 PPACA does not establish a "hard" minimum
of charity care, but instead requires a community
needs assessment and the implementation of a policy
to meet these needs.' 05 For a hospital to qualify as a
Section 501(c)(3) tax-exempt entity PPACA requires
that the hospital implement: (1) a community health
needs assessment; (2) financial assistance policy
requirements; (3) requirements on charges; and (4)
billing and collection requirements.1 06
The community health needs assessment is similar to
those required by many states. 107 PPACA states that the
assessment "takes into account input from persons who
represent the broad interests of the community served
by the hospital facility" and that it be widely available
to the public.108 The assessment must be completed in
the taxable year or in either of the two prior years.109
The hospital must then adopt and implement a plan to
meet the health needs identified in the assessment. 110
Since many states already require community needs
assessments, this provision would not further burden
those hospitals and allows for a flexible approach to
meeting the needs of widely differing communities. 11
By requiring a community needs assessment the
hospital must investigate and account for the specific
needs of different communities, which may mitigate
the wide variations in the provision of community
benefits within community and hospital types.
The financial assistance policy requirement mandates
a written policy setting forth the eligibility for
financial assistance.11 2 The basis for calculating
charge amounts and applying financial assistance
must be widely publicized within the community.113
Provena Covenant illustrates the necessity of wide
publication because PCMC had a written financial
assistance policy that was not widely publicized,
resulting in only 0.27 percent of patients availing
themselves of the policy.114 PPACA further requires
a written statement regarding provision of emergency
medical care.115 PPACA also limits charges for
emergency or medically necessary care to individuals
eligible under the financial assistance policy to no
more than the lowest charges to individuals with
insurance coverage.11 6 Simply put, PPACA requires
charges under the financial assistance policy to be
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no higher than the lowest charge for insured care.
PPACA's billing requirement mandates a hospital
make reasonable efforts to determine if the individual
is eligible for assistance under the policy before
beginning "extraordinary" collection actions. 117
PPACA requires hospital organizations consisting
of multiple hospitals to account for each specific
hospital individually with penalties to each individual
hospital if they do not satisfy the new requirements.118
The AHA recently urged the IRS against individual
reporting on Schedule H by alleging it adds complexity
and skews the reporting of community benefits.119
Although the AHA's complaint is concerned
with Schedule H reporting and not the PPACA's
Section 501 requirements, both treat hospitals on
an individual basis without taking into account the
entire organization. The AHA reports that because
nearly sixty percent of non-profit hospitals are part
of multi-hospital organizations, requiring individual
reporting may not accurately assess their community
benefit.120 By making each individual hospital meet
the requirements, PPACA may more efficiently
address the problems of disparities in community
benefit because measuring benefits through the
entire hospital organization would not address some
hospitals providing substantially more or less of the
overall benefit of the hospital organization.
Unlike the Texas statute, which depends solely on
revocation of tax-exempt status to punish offenders,
the Act allows a fifty thousand dollar excise tax on
charitable hospitals that fail to comply.121 The excise
tax allows greater flexibility in enforcing the new
Section 501 requirements and avoids the extremity
of full revocation. An excise tax would be a more
efficient and effective enforcement mechanism than
full revocation of tax-exemption because the nonprofits would be less willing to bear the litigation costs
and would simply pay the tax.
In 2003, the Tenth Circuit affirmed the Tax Court's
denial of tax-exempt status to IHC Health Plans,
which was a health maintenance organization (HMO)
set up by non-profit IHC to integrate its health care
services. 122 To determine whether IHC Health Plans
qualified for tax-exemption the Court asked two
questions: (1) whether the services provided by IHC
were charitable in nature and (2) whether IHC operated
23
Charitable
primarily for charitable purposes.
services are understood in the "generally accepted
legal sense" and must therefore serve a public, not a
private, interest.124 Although the promotion of public
health is clearly charity in the form of community
benefit, the Court stressed that not every activity
25
promoting health qualified for tax-exemption.1

Applying a totality of the circumstances standard, the
qualifications for charitable tax-exemption generally
require the provider to make services available to
the entire community and to provide an additional
community benefit by furthering the function of a
publicly funded institution or providing a service
otherwise not provided in the community.126 The
benefit provided must show that providing a public
benefit is the primary purpose of the institution. 127
Although noting that charity in the form of reduced
fees, as opposed to entirely free services, can qualify
alone as a community benefit, the Tenth Circuit
affirmed the revocation of tax-exempt status on
the grounds that IHC Health Plans did not operate
primarily for charitable purposes.1 28 In so holding, the
Court distinguished IHC Health Plans, which operated
as an HMO, from IHC, a tax-exempt charitable
corporation that controlled IHC Health Plans.129 Even
though IHC Health Plans operated to integrate the
delivery of health care by IHC, and charged reduced
premiums in some cases, it was not held to operate
exclusively for charitable purposes.130

II. Disparities in the Provision of Charity
The pressures faced by non-profit, tax-exempt
hospitals to account for minimum charity reflect the
underlying problem of disparities in their provision
of charity. Disparities in charity, as measured through
community benefit, can reflect both legitimate
differences in the hospitals and their communities,
as well as a disproportionate provision of community
benefits within the non-profit sector. 131 The challenge
is to ensure each tax-exempt hospital bears a share
of community benefits sufficient to justify the costs
of exemption while accounting for both legitimate
differences in community needs and the different
activities that may count as community benefits.
In the process, a uniform concept of what qualifies
as community benefits must be defined to provide
predictable standards for non-profit hospitals to apply.
The significant disparities in the amount of charitable
activity vary depending on: (1) the size of the hospital
and (2) the community being served. The IRS initiated
the Hospital Compliance Project in 2006 to study nonprofit hospitals and community benefits and released
the final report in February 2009.132 The report found
overall average community benefits expenditures of
nine percent of total revenue and a median expenditure
of six percent of total revenue. 133 The report divided
between two extremes of hospital size, as measured
by revenue, because the largest and smallest sized
hospitals displayed the most acute differences in
community benefits: (1) hospitals with revenue less

than $25 million and (2) hospitals with revenue more
than $500 million.1 34 The former reported an average
community benefits expenditure of 9.9 percent of total
revenue and a median expenditure of 3.3 percent of
total revenue. 135 The latter high revenue hospitals
reported average community benefits expenditures of
12.4 percent of total revenue and a median expenditure
of 10.5 percent of total revenue. 136 Not only is there
significant variation in the overall community benefits
expenditures between the size of hospitals, as shown
by the twenty five percent more spent on community
benefits by high revenue hospitals as a percentage
of total revenue, but the wide difference in medians
indicates significant variation within the group of low
revenue hospitals.137
Given that the average expenditures for both large and
small revenue hospitals is above the average for all
hospitals, the intermediate size hospitals must provide
lower amounts of benefits than the two extremes.
Because the median represents the middle point in
the sample, the 6.6 percent difference between the
median and average spending in low revenue hospitals
means that the portion of the sample above the median
must spend significantly more on community benefits
than the portion below the median to raise the overall
average to three times the median. 138
Although the average 2.5 percent of additional revenue
spent by high revenue hospitals shows significant
variation depending on the size of the hospital,
the difference may be explained by high revenue
hospitals' greater ability to provide for charity and
other factors.1 39 There is a much smaller difference
(1.9 percent) between the median and average percent
of community benefits as a percentage of total revenue
for high revenue hospitals. 14 0 This smaller difference
indicates a more uniform spread of community
benefits across the sample of large hospitals. Measured
by the size of the hospital (indicated by total revenue)
the greatest variations therefore are shown within
the category of the low revenue hospitals.141 These
disparities may indicate other factors that determine
overall community benefits, most particularly the
character of the community being served.
The report accounted for community differences in
four community types: (1) high population; (2) other
urban and suburban hospitals; (3) critical access
hospitals, which the report defined as hospitals treating
rural areas with no other hospital within thirty-five
miles; and (4) rural, non-critical access hospitals. 42
High population hospitals reported an average
community benefits expenditure of 12.7 percent of
total revenue with a median of 9.8 percent; other urban
and suburban hospitals reported an average 8.9 percent
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with a median 5.8 percent.1 43 The 3.8 percent difference between averages
indicates hospitals serving the highest populations produce the mostreported
community benefits, a trend that continues with the rural hospitals.144 The
relatively small difference (2.9 percent) between the median and average
for high population hospitals indicates a relatively small disparity within
the category, as compared to other community categories.1 45 The difference
between the average and median of other urban and suburban community
hospitals was 3.1 percent, indicating slightly more variation within that
category.146
The most significant differences are in rural hospitals. Critical access
hospitals have an average community benefits expenditure of 6.3 percent
with a median expenditure of 2.8 percent; meanwhile, non-critical access
rural hospitals have an average community benefits expenditure of 8.4
percent and a median of 3.2 percent of total revenue. 147 Critical access
hospitals are below the average (nine percent of revenue) expenditures for
hospitals generally by a wide margin, with significant variation within the
category shown by a 3.5 percent difference between the average and median,
where the average is almost twice the median.148 The variation within rural
hospitals is the most significant, with the average expenditure more than
two and one half times higher than the median.149 This variation indicates
significant disparity in community benefits expenditures between urban/
suburban and rural hospitals. However, the significant disparities within
the rural community hospitals that cannot be explained by differences in
communities that result in different needs and therefore produce different
benefits are more troubling.
Moreover, both within and among the hospital categories across the board,
significant variations in the provision of community benefits exist. The
IRS found that community benefits "were not evenly distributed by the
hospitals in the study, but were concentrated in a relatively small number of
hospitals."' 50 The spending concentration is most clearly displayed by the
fact that twenty-one percent of hospitals reported spending less than two
percent of revenue on community benefits expenditures and forty-seven
percent reported spending less than five percent of revenue on community
benefits, despite an average expenditure of nine percent of revenue.15 1
Such disparity in the provision of community benefits is problematic,
both because it indicates a large share of the societal burden is unevenly
distributed and because the variation is so significant within types of
hospitals. The uneven societal distribution argues for stronger measures to
ensure each individual hospital is providing sufficient community benefits
to justify tax-exemption. Likewise, given the competitive nature of many
non-profit hospitals, a more even distribution of community benefits is
necessary to prevent the providers that are acting most charitably from
being disadvantaged. Nonetheless, evaluations of community benefits are
limited by the ambiguous definition of what community benefits actually
constitute.

IV Uncertain Defiition of Commuity Benefits
There is significant uncertainty regarding what qualifies as community
benefits and how to measure the activities that do qualify. A Government
Accountability Office (GAO) report on non-profit hospitals found significant
uncertainty on the qualifications and measurement of community benefits,
partially due to the great variety of state standards.1 52 The differences in
hospital definitions of community benefits led to significant variations in

Fal 2010

the measurement of reported community benefits.1 53 The GAO identified
four main categories of community benefit: (1) charity care; (2) bad debt;
(3) Medicare shortfalls; and (4) other activities. 154 Although charity care is
clearly a community benefit, it is unclear whether the other three categories
are included.' 5 5
A Congressional Budget Office (CBO) report came to substantially the
same conclusion, finding little consensus on what qualifies as a community
benefit.156 Recognizing the difficulties in categorizing community benefits
the report measured benefits as: (1) uncompensated care (charity care and
bad debt); (2) provision of Medicaid-covered services; and (3) provision
of specialized facilities (burn intensive care, emergency room care, highlevel trauma care, and labor and delivery services).1 57 The CBO includes
Medicaid payment shortfalls because they are unprofitable for hospitals and
serve a needy community so are analogous to a community benefit. The
GAO, CBO, and IRS reports all include various shortfalls resulting from
underpayment of services by government sponsored insurance as community
benefits.158 The IRS report found that forty-four percent of responding
hospitals included bad debt as a community benefit and fifty-one percent
included private and public insurance shortfalls.159 The inconsistency in
reporting bad debt and shortfalls as community benefits argues for a more
definite inclusion of these categories. Because it is unlikely that hospitals
not reporting bad debt or shortfalls did not experience them, an accurate
assessment of whether the hospitals provide adequate community benefits
requires a more uniform definition.1 60
Payment shortfalls from means-tested government programs, like
Medicaid, are generally included as community benefits, but there is no
consensus regarding shortfalls from non-means-tested programs, like
Medicare.161 Of the major industry groups the GAO examined, only two
believed Medicare shortfalls should not count as community benefits,
while the remaining groups believed Medicare shortfalls could count. 162
The Centers for Medicare and Medicaid Services (CMS) and the IRS
have not taken a position on the issue, but do gather data concerning the
amount of Medicare payment shortfalls and the IRS allows hospitals to
explain why these costs should be included as community benefits.163
PPACA specifically requires the Treasury Department to submit reports
including the costs of both means-tested and non-means-tested programs
as part of its reporting requirements on "levels of charity care." 164 The title
implies that non-means-tested payment shortfalls could count as charity
care, and therefore community benefits, but PPACA does not conclusively
state one way or the other.165 The GAO report found that Medicare payment
shortfalls made up a substantial part of operating costs, ranging from 5.4
66
percent to 13.3 percent across the four states the report examined.'
Similarly, the inclusion of bad debt into community benefits lacks
consensus. The Catholic Health Association (CHA) and the Veterans Health
Administration (VHA) state that bad debt should not count as community
benefits because the hospitals should instead identify patients eligible
for charity care. 167 The Healthcare Financial Management Association
(HFMA) does not precisely define bad debt as community benefits,
but states hospitals should use more outside information to determine
eligibility for charity care policies, as opposed to simply including bad debt
as charity.168 The AHA and several state hospital associations affirmatively
include bad debt as community benefit because bad debt generally applies
to patients that would otherwise qualify for charity care if the hospital had

the necessary information to make that determination.' 69 As with nonmeans-tested payment shortfalls, the IRS includes bad debt in reporting,
but does not include it as community benefits unless the hospital explains
why parts of the costs should count as community benefits.1 70
The release of Schedule H ameliorated some of these problems by
accounting for bad debt and Medicare shortfalls.171 The IRS Exempt
Organizations report split community benefits into four categories: (1)
uncompensated care; (2) medical training; (3) medical research; and (4)
community programs.1 72 The report included bad debt and other shortfalls
into uncompensated care. The significant variations between hospitals
resulted in fourteen percent of hospitals providing sixty-three percent
of uncompensated care. 173 Medical training and research expenditures
increased vastly with the size of the hospital and generally corresponded
to higher population areas. 174 Most medical research was concentrated in
a group of fifteen hospitals.175 Community health programs are the most
open-ended category of community benefits.
Virtually all types and sizes of hospitals provide some form of community
program as a community benefit, usually including immunization and
health promotion.176 These programs vary widely, but focus on education,
prevention, and the encouragement of health. 177 While these benefits were
consistent across each type of hospital, overall community programs were
the smallest expenditure of community benefits, though they most closely
tie into prevention and health education in the community. 178 With the
expected increase in insurance coverage due to PPACA, hospitals should
be encouraged to set up community programs to offset less need for
charity care. 179 Community programs are by nature more apt to focus on
preventative care and promote overall health.
The lesson is that, even with Schedule H, there remain disparities in the
provision of community benefits and difficulties in defining what activities
should count as a community benefit. Although the vast differences in types
of hospitals and their serving communities argues against a one-size-fits all
approach to requiring certain community benefits, it is necessary to come up
with a concrete inclusion of community benefits to properly assess hospital
compliance.1 80 Bad debt and shortfalls should be included as community
benefits because they represent expenses incurred by the hospital for the
community's well-being and offset corresponding government expenses.
Since Medicare is a government program, any shortfalls suffered by the
hospitals necessarily offset some burden on the government, while bad
debt typically represents a less formal method of charity care by forgoing
payment.181
By allowing non-profit hospitals tax-exemption they presumably must
differentiate themselves from for-profit hospitals through the provision of
community benefits to show charitable purpose. Beneficial costs that are
substantially shared with for-profit hospitals as operating costs necessary
to do business do not differentiate non-profits from for-profits. Even
operating costs can provide community benefits that should be encouraged
and the non-profit structure forgoes certain financing that is available for
their for-profit competitors.' 82 The decline in charitable contributions
exacerbates the problem with non-profit financing, as compared with forprofit.183 When assessing bad debt and Medicare shortfalls one must take
into account the degree they represent operating costs that are shared with

for-profit hospitals and so by themselves do not justify tax-exemption as
provision of community benefits.1 84
Costs shared with for-profit hospitals should not be dispositive in
determining whether the expenditure amounts to a community benefit. As
the CBO report indicates, expenditures on uncompensated care are only
slightly less in for-profit hospitals than in non-profit, demonstrating that
for-profit hospitals can and do provide community benefits that overlap
with those provided by non-profit hospitals.1 85 Some states require all
hospitals to provide community benefits through licensure, resulting in
similar behavioral incentives shared by for- and non-profit hospitals.186
Costs shared between both sectors are hardly a reason to exclude such costs
from a realistic recognition as community benefits. Doing so discredits
admirable behavior by for-profit entities and does not accurately assess the
real community benefits provided by any hospital.187 Taken to extreme, this
argument could include benefits such as employment, increased property
value, and the like. But the standard of community benefits is in reference
to the charitable purpose of providing public health and so relevant benefits
should be limited to those directly providing, or otherwise bearing the costs
of, public health.
Although a non-profit should be distinguished from a for-profit to justify
its exemption, denying a genuine area of community benefit only distorts
the measurement of benefit provided. Tax-exempt hospitals should
provide greater or more effective community benefits, but benefit cannot
be accurately measured by denying certain types.188 The lack of a "hard"
monetary minimum requirement of community benefits means that benefits
provided can be assessed on a case-by-case basis, allowing the flexibility to
adjust requirements upwards where the hospital appears to rely too much
on questionable types of benefits, like bad debt and Medicare shortfalls.
The review of studies on the level of community benefits by tax-exempt
hospitals demonstrates that, despite legitimate differences between types
of hospitals and their communities, some hospitals bear a disproportionate
amount of community benefit costs. Although there are legitimate causes
for different levels of community benefits, including differences in the
provider's financial situation and the opportunity for certain kinds of
benefit, each hospital must justify its charitable tax-exemption through its
individual activities. Since the exemption is from taxes the non-profit would
otherwise have to pay, a financial inability to provide community benefits is
insufficient to explain low amounts of community benefits. 189 Differences
in community needs are not sufficient to explain low levels of community
benefits because reports demonstrate a wide variety of qualifying
activities. 190 Even if there is little need for charity care, other benefits like
community outreach to increase preventative care would be beneficial to the
community.' 9 ' Particularly considering the PPACA, reducing the number
of uninsured, and thus reducing the need for charity care, any definition
of community benefit should be widely construed to include a variety of
activities that can improve and maintain the community's health and wellbeing.

192

The concern behind excluding these costs from community benefits is
that it provides competitive advantage to non-profit entities and does not
sufficiently distinguish non-profit behavior from for-profit behavior.' 93 The
simple fact of shared behavior between non-profit and for-profit hospitals
ignores activity by for-profit hospitals that is clearly charitable, like charity
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care. 194 Instead, bad debt and Medicare shortfalls can
be approached as included, but not alone sufficient
for determining community benefits. This approach
recognizes the true significance of promoting
community health and offsetting government costs,
while acknowledging the concern of including
operating costs shared with for-profit hospitals as
community benefits. A non-profit hospital would still
need to provide significant other benefits that a forprofit entity would not. The IRS approach, where these
costs are reported but not included as community
benefits without a specific explanation, effectively
enacts this approach while placing the burden on the
hospital to justify the costs as community benefits.1 95
Having hospitals justify the inclusion as community
benefits seems more effective since they are in the best
position to report on their own operations.
It is unjustified for some hospitals to allow others to
carry the financial burden and moral justification for
a continuing tax-exemption. The remaining problem is
to account for legitimate differences between hospitals
and their communities, while preventing too large
a disparity within types that is indicative of a few
hospitals bearing the largest share of the burden.

N A Flexible Approach to the Provision of
Comnmnnity Benefits
The wide variety in types of hospitals and communities
served argues against the use of a one-size-fits-all
approach to requiring a minimum level of community
benefit. The most obvious example of this approach is in
Texas, where the statute requires specific expenditures
on charity in order to qualify for tax-exemption. 196
By doing so, the State effectively requires a certain
level of community benefit, regardless of the actual
necessity within the community, potentially resulting
in an inefficient use of resources to meet a non-existent
need.197 By requiring minimum levels of charity it may
create incentives towards benefits that are more easily
measurable, even if those benefits are not optimal
to meet the community's needs.198 By requiring a
set amount, the statute potentially encourages overreporting of community benefit, which is exacerbated
in Texas by the lack of sufficient oversight and audit
of hospital reporting.' 99 This approach is criticized by
the hospital industry because it does not sufficiently
differentiate between types and organizations of
hospitals and their communities. 200 The AHA states
that, by approaching each individual hospital instead
of the overall hospital organization, the IRS creates
needless complexity and lessens the overall impact
of the hospital organization's community benefits. 20 1
Simply requiring a set amount of community benefit
risks distorts the most efficient and beneficial spread

Fal 2010

of resources by requiring a set amount that may not be
most beneficial to the community.
A flexible description and requirement of community
benefit is necessary to account for the disparities in
hospitals and their communities; it also allows the
providers, who are in the best position, the freedom
to determine optimal types of community benefits.
The disparities in community benefits indicates a
strong need for minimum requirements of care, but a
flexible approach to account for legitimate differences
resulting in varying amounts of community benefit,
while ensuring the hospital is not riding off the benefits
provided by others. 202 This approach includes three
main points: (1) a flexible description of community
benefits, (2) reporting requirements, and (3) more
versatile punishments for providers that fail to
qualify.203 This approach is reflected in a number of
jurisdictions and to some degree is present in PPACA.
A flexible description of community benefits is most
exemplified through the requirements in many states
and the PPACA, instituting a "community needs
assessment" that identifies the specific needs of the
community.204 A broad qualification for community
benefits takes into account the great disparity
in communities and hospitals and does not risk
putting too much focus on a particular benefit that
is disproportionate to its effect. Given the predicted
increase in health insurance coverage, the traditional
community need for free or discount care should
decrease. 205 As the formerly uninsured are covered,
the community need would change, arguing for a
broader application of community benefits. A flexible
description would allow for changing conditions. By
weighing a broad description of community benefits
on a case-by-case basis, the disparities in situations
can be accounted for, while preventing insufficient
benefit. For example, the largest research hospitals
generally provide very little community benefit
besides significant research, but clearly fall within
tax-exempt standards. 206 Other hospitals may depend
upon benefits like bad debt or payment shortfalls that
are insufficient by themselves to qualify because they
207
are part of the cost of doing business. Although bad
debt and shortfalls should count as community benefits
because they aid the community and offset government
costs, too great a dependence on "operating costs" and
a corresponding minimal amount of other benefits
should detract from charitable status. 208
Reporting requirements are essential to ensuring
sufficient community benefits to justify tax-exemption,
but must be scrutinized to prevent discrepancies.
The reporting requirements in Texas resulted
in inconsistencies that lack sufficient oversight

infrastructure to regulate, instead depending upon self-reporting. 209
Schedule H and the IRS can provide some oversight, while the lack of a
specific minimum required community benefit should lessen the incentive
to over-report.210
Enforcement of minimum community benefits requires a wider range
of punishment beyond the extreme of invalidating tax-exemption.
PPACA allows for an excise tax of up to fifty thousand dollars, providing
greater flexibility to the enforcement of minimum community benefits
standards. 211 Providing sanctions that are less extreme than revoking taxexemption, allows an enforcement mechanism that can flexibly address
possible insufficiencies, such as cases where the amount of benefits is not
clearly insufficient. For example, a hospital may provide only a very small
amount of expenditures on community benefits, but either faces significant
financial difficulty or a community that does not need significant benefits
beyond what the hospital already provides. 212 By allowing fines less
extreme than total revocation of tax-exemption, it is possible to sanction
insufficient community benefits in a manner more commensurate to the
offense. 213 An excise taxes coincides with the subsidization rationale of
exemption because fines can be tailored to subsidize the hospital relative
to the benefit it did provide. Even if the benefit is not enough to justify an
exemption, the excise tax effectively takes back that part of the exemption
that was not justified.

VL Conclusion
The evolution of the hospital system towards a commercial model has
resulted in a changing justification of continuing tax-exemption. The
prevailing community benefits standard raises issues both state and
federal governments have addressed by requiring more stringent reporting
requirements and ensuring a minimum level of community benefit. Recent
reports show significant disparities in the provision of community benefits
among hospitals and their communities that may indicate an unfair and
inefficient distribution of benefits. 214 Any approach should account for the
reality that each hospital must justify its exemption individually and should
not ride on the efforts of others.215 Any effort to require more stringent
enforcement of the community benefits standard should account for the
legitimate differences in communities and their hospitals through a flexible
approach. A flexible approach to measuring and requiring certain levels
of community benefit is necessary because it can account for the costs of
providing a tax-exemption, while allowing for legitimate differences in the
community needs these benefits address.
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